may be lower because it need not install any reception equipment — its signal is already just
outside the MDU). There are 300 residents in the building. Of these, 100 of them are
happy to receive their service from either cable provider and have a value of 1 from cable
service. The remaining 200 residents are only interested in the services of the PCO, and
receive a value of 1 from these services. (This is a simple way of capturing the fact that
the PCO is likely to be able to provide a higher value product, in part because its channel
capacity may be greater, but more significantly because it can tailor the programming it
offers in the MDU to the particular attributes of the MDU’s residents.) If just the PCO
serves the building, it will charge each resident 1 for cable service and earn 300 in
subscriber fees. If just the franchised cable operator serves the building it will charge 1 for
service and earn 100 in subscriber fees. Finally, we suppose that in the event that both the
PCO and the franchise operator serve the building, then the PCO serves the 200
consumers who value only it, while the MSO serves the remaining residents (at a price of
1). Hence, in this event the PCO earns 200 in subscriber fees and the franchised cable
operator earns 100 in subscriber fees.®’

30. Note, first, that in this setting, the efficient outcome is for only the PCO to serve
the building - aggregate surplus is 80 in this case (gross consumer value is 300, and
investment costs are 220), while it is 50 if the building is served by only the cable franchise

operator (gross consumer value of 100, less investment costs of 50), and it is 30 if both

® The same conclusions can follow whether or not firms start undercutting each other when they are both
in the building. Although 1 will not go through such an example here, similar effects can arise: the MDU
owner may encourage inefficient over-building, leading the PCO to lose money if it enters the building,
and ultimately resulting in the PCO being unable to compete. In such cases, even though having both
providers in the MDU would lower prices, lower prices never materialize when exclusives are banned.

® For simplicity, we assume that there is only one period of sales. Alternatively, we can view the stated
valuations of residents as the present discounted values of their valuations.
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cable providers serve the building (gross consumer value of 300, less investment costs of
270)."°

31 Suppose that exclusive contracts are not allowed and that the PCO and MDU
owner reach an agreement whereby the PCO invests to serve the building. Once the PCO
has invested, the building owner and the cable franchise operator have an incentive to
reach an agreement whereby the cable franchise operator invests in providing service to
the MDU as well. By doing so, the cable operator will earn subscriber fees of 100, while
incurring an investment cost of only 50. However, note three things. First, this decision is
socially inefficient — allowing the MSO into the building creates no additional consumer
benefits here, but incurs an investment cost of 50. The reason that it pays for the cable
operator to enter the building (or upgrade) is that in doing so he steals some of the PCO’s
business.!’ Second, if the MDU owner will allow the cable franchise operator into the
building once the PCO has invested, the PCO will lose money: he will invest 220, but earn
only 200. Third, the end result of this will be that the PCO will not be willing to invest at
all — the MDU will be forced to contract with the MSO, yielding a socially inefficient
outcome.

32.  One might wonder about alternative arrangements to exclusive contracts that

could be used to circumvent these problems. One possibility is that MDUs could write

'° 1 am ignoring any costs of programming acquisition here, but we can equally well think of the
residents’ valuations as net of these costs.

" For more general discussions of this type of inefficiency and the role of exclusivity in limiting it, see 1.
Segal and M.D. Whinston, “Exclusive Dealing and Protection of Investments,” 1997, mimeo; a similar
point arises in the literature on free entry and social inefficicency, such as N.G. Mankiw and M.D.
Whinston, “Free Entry and Social Inefficiency,” Rand Journal of Economics, Spring 1986, 48-58. Note
that if prices were bid down for cable service due to the cable operator’s entry/upgrading then it would
still be true that the cable operator and the MDU owner might jointly find it optimal to facilitate this entry
given that the MDU owner internalizes the reduction in residents’ cable expenses that this entry would
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bulk contracts with PCOs, thereby assuring them business without writing an exclusive
contract. In fact, bulk contracts are written in the marketplace, particularly with
condominium and cooperative associations. However, from the standpoint of an MDU
owner, such contracts have the risk of being inefficient if not every tenant will want and
value cable service. Moreover, long-term quantity contracts involve a similar potential for
anticompetitive effects. Alternatively, an MDU owner could subsidize a PCO’s
investment in its building to reduce the PCO’s exposure to an acceptable level. There are
two problems with this idea. The first is that it actually does not have any effect on the
MDU owner’s incentive to allow inefficient over-building (i.e. the incentives in the above
example would not change if the MDU owner had subsidized the PCO’s initial
investment). Second, the MDU may see little or no direct benefit from encouraging the
PCO to come into the building (i.e. in the above example, the MDU owner sees no benefit
given that he will be allowing the cable franchise operator into the building anyway.)
Finally, one mechanism that can curb the MDU owner’s incentives for inefficient over-
building is for the MDU owner to receive a large share of the PCO’s subscriber revenues
(this works because the cable franchise operator is now taking some of the MDU owner’s
revenue stream when it enters the building.) In fact, MDU owners do often receive a
share of the PCQ’s subscription revenue stream. However, this share is typically quite
small (on the order of 5-10%); too small to really matter for the MDU owners incentives
regarding over-building in any significant way. Morever, this share cannot be significantly
increased without greatly diminishing the incentives of the PCO to invest in keeping

service quality high.

bring. For more on this point, see R. Innes and R.J. Sexton, “Strategic Buyers and Exclusionary
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33, In fact, both PCOs and MDU owners seem to be in universal agreement that
exclusives are necessary to create an environment in which PCOs are willing to invest in
MDUs. Indeed, the comments submitted to the FCC by the Building Owners and
Managers Association remarked that “Without the right to enter into exclusive contracts,
many building owners would be forced to deal with the incumbent cable operator and no
one else.” (p. 4) My interviews with MDU owners revealed similar sentiments.

34 Some evidence of the importance of these concerns can be seen by considering the
effect that state mandatory access statutes have had on the level of competition in delivery
of video programming to MDUs. These statutes mandate that the local franchised cable
operator has a right of access in an MDU, and thereby make exclusive contracts with
competitors to the franchised cable operator impossible.'? Anectodal evidence suggests
that PCOs are much less likely to be active in states that have such statutes. Moreover, the
responses to the ICTA survey confirm this anecdotal evidence: survey respondents were
active in 28 of the 36 non-access states (77%), but in only 5 of the 14 access states (36%).
Thus, the inability to write exclusive contracts in access states is associated with a

significant reduction in the extent of PCO competition that franchised cable operators

face.

Contracts,” American Economic Review, June 1994, 566-84.

'2 The presence of these statutes is not exactly equivalent to a ban on exclusive dealing contracts because
they also mean that an MDU owner cannot bar the local franchised cable operator from access to its
building. But such a difference is unlikely to be of significant relevance in practice, because the difference
only matters for the incidence of inefficient over-building in cases in which the franchised cable operator
can earn positive profits by entering the MDU or upgrading its service to the MDU following investment
by a PCO, but the building owner is made worse off by this entry. The typical case is likely to be that the
building owner is at worst indifferent about this entry.
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